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Introduction
The Committee on Practice Review was established in 1962
by the Council of the American Institute of Certified Public
Accountants. The purpose of the Committee is to encourage com
pliance with generally accepted auditing standards and through
education and persuasion rather than by disciplinary action, to
eliminate, insofar as possible, substandard reporting practices. It
is hoped that this will result in furthering compliance with gen
erally accepted accounting principles by emphasizing that any
deviation therefrom requires appropriate consideration in the
auditor's opinion.
In carrying out its assignment, the Committee reviews spe
cific audit reports that appear to raise questions regarding the
application of accepted standards, communicates with the inde
pendent auditor who signed the report, and subsequently pro
vides the independent auditor with the Committees comments
and conclusions. Only the reports of members of the American
Institute of Certified Public Accountants are reviewed by the
Committee.
The Committee does not engage in advance consultation with
respect to reports in preparation, since this service is provided
by the AICPA Technical Information Service and the CPA con
sultation services in the state societies.
If in the Committee’s view a report appears to deviate from
accepted reporting standards, the Committee addresses a letter
to the reporting independent auditor, inquiring about the matters
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in question and offering him an opportunity to provide additional
information. The Committee does not disclose the source from
which it received the report. Response by the independent audi
tor is purely voluntary and should not violate his confidential
relationship with his client. When the Committee has obtained
and considered all the facts available, the independent auditor
is advised of its comments and conclusions.
Since the Committee's function is purely educational and not
punitive, it does not refer any cases to the Ethics Committee.
Members of that committee are not eligible to serve also on the
Practice Review Committee or vice versa.
All communications between the Committee and the inde
pendent auditors concerned are held in strict confidence by the
Committee and by the members of the Institute staff who work
with it.
The staff members servicing the Committee are the only per
sons supplied with the names of the reporting auditor and of the
client. In the data sent to the Committee all names and other
identifying references are deleted or disguised. The Committee's
comments on a report about which it has corresponded with the
independent auditor are communicated only to the independent
auditor.
If requested by a similar state society committee, the Institute
Committee will furnish its views regarding a particular case of
interest to the state society committee, provided the Institute
Committee has not previously corresponded with the same in
dependent auditor regarding the report at issue. In addition, if
there is an inquiry from a state society concerning practice
review procedures, the Institute Committee will give assistance
by providing information and guidance whenever possible.
Except for state society inquiries mentioned above, the Insti
tute Committee neither communicates its views on reports to
the persons who called the reports to its attention nor informs
them whether the reports submitted for review have been placed
in the review process.
The Committee on Practice Review does not establish auditing
8

standards or accounting principles and it does not attempt to
resolve controversial points with respect to such standards and
principles. Its role is described in more detail in the bulletin en
titled “Practice Review,” issued by the AICPA in April 1963.
The generally accepted auditing standards referred to in this
bulletin are those approved and adopted by the membership of
the American Institute of Certified Public Accountants as set
forth in Chapter 2 of Statements on Auditing Procedure No. 33,
issued by the Committee on Auditing Procedure. In reviewing
cases, the Committee considers the application of those generally
accepted accounting principles which derive their substantial
authoritative support from the Opinions of the Accounting Prin
ciples Board and its predecessor, the Committee on Accounting
Procedure.
Committee on Practice Review
September 1966
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CHAPTER 1

Purpose and Scope
The purpose of this bulletin is to report, for the information
and education of the AICPA membership in general, some prin
cipal types of departures from generally accepted standards that
the Committee found during its first three years of operation.
The Council of the Institute has charged the Committee with
the responsibility for publishing its conclusions as an extension
of its educational role. In carrying out this charge, the Committee
does not disclose the identity of the reports it has reviewed.
This bulletin deals with cases processed by the Committee
during its first three years of operation, a total of 151 deviations
from generally accepted auditing standards and accounting prin
ciples being noted. The following table indicates the frequency
of occurrences:
Generally Accepted Auditing Standards
Standards of reporting:
Generally accepted principles of accounting
Consistency
Adequate informative disclosure
Expression of opinion
General standards
Standards of field work
Total
10

Number
23
16
39
58
10
5
151

In reviewing a case, the Practice Review Committee generally
had available for consideration only the audit report and such
additional information as was received from the reporting audi
tor. Thus, the Committees observation of departures from the
general standards and from the standards of field work was nec
essarily limited, requiring its attention to be focused primarily
on the standards of reporting.
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CHAPTER 2

The First Standard
of Reporting
The first standard of reporting reads:
The report shall state whether the financial statements are
presented in accordance with generally accepted principles of
accounting.

Audit reports were reviewed which expressed the opinion that
the financial statements were presented fairly in conformity with
generally accepted accounting principles, when it was apparent
that such principles were not actually being followed. Instances
of this type of deviation encountered by the Committee are in
cluded in this chapter.
Designation of Net Income
One company’s financial statements presented, in bold type,
an amount for net income, and then deducted special charges
of a material amount from the net income figure. However, in
computing earnings per share (shown in income statement), the
bold-type figure of net income was utilized, and there was no
additional calculation of the per share amount of special charges.
The Committee considered this presentation deficient and ad
vised that in such cases the effect on the earnings per share of
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the special charges should be indicated in order to avoid mis
leading implications.
Accounting Research Bulletin (ARB) No. 43, Chapter 8, para
graph 14, states in this connection:1
. . . the committee strongly urges that any determination of
income per share be related to the amount designated in the
income statement as net income and that where material extra
ordinary charges or credits have been excluded from the de
termination of net income, the corresponding total or per-share
amount of such charges and credits also be reported separately
and simultaneously.
Write-up of Assets to Appraisal Values
Several cases included the write-up of assets to reflect ap
praisal values without any disclosure of special circumstances to
justify departure from the cost basis. The Committee concluded
that in these particular instances the accounting practice did not
meet generally accepted accounting principles.
Accounting Principles Board Opinion No. 6 which was issued
in October 1965 has replaced the prior pronouncement on ap
preciation of assets (ARB 43, Chapter 9B, paragraphs 1 and 2)
as follows:
The Board is of the opinion that property, plant and equip
ment should not be written up by an entity to reflect appraisal,
market or current values which are above cost to the entity.
This statement is not intended to change accounting practices
followed in connection with quasi-reorganizations or reorganiza
tions. This statement may not apply to foreign operations under
unusual conditions such as serious inflation or currency devalua
tion. However, when the accounts of a company with foreign
operations are translated into United States currency for con
solidation, such write ups normally are eliminated. Whenever
1 See the November 1966 issue of The Journal of Accountancy for
the Accounting Principles Board's exposure draft of a proposed opin
ion dealing with reporting the results of operations.
13

appreciation has been recorded on the books, income should be
charged with depreciation computed on the written up amounts.

Where write-ups of assets to appraisal values have been made,
the independent auditor should disclose the effect on the finan
cial statements and should qualify his opinion, or, if the effect is
sufficiently material, express an adverse opinion.
Deferred Income Included in Stockholders' Equity
Unearned subscription income was included in the statement
of retained earnings and shown in the balance sheet as appro
priated retained earnings. Inclusion of this amount as a part of
stockholders’ equity was not considered to be in conformity with
generally accepted accounting principles. Unearned subscription
income should be deferred (in current liabilities) and taken into
income as earned. Paragraph 7, Chapter 3, Section A, ARB No.
43, states:
The term current liabilities. . . . As a balance-sheet category,
the classification is intended to include obligations for items
which have entered into the operating cycle, such as . . . collec
tions received in advance of the delivery of goods or perform
ance of services. . . .

In addition, page 283, Accounting Research Study No. 7 (In
ventory of Generally Accepted Accounting Principles for Business
Enterprises) states:
Collections from customers or clients prior to performing the
services or delivering the goods for which payment is being re
ceived (e.g., magazine subscriptions, rent collected in advance,
advances on uncompleted contracts, collections on “lay-away”
or “will-call" sales prior to delivery, etc.) result in liabilities to
perform.

Charges Against Capital Surplus
A write-off of an intercompany receivable to capital surplus
was justified by the reporting auditor on the grounds that:
14

1. The charge, if made to income, would tend to distort the
current operating results, and
2. The amount arose from intercompany transactions.
The Committee view was that the write-off of the intercom
pany receivable to capital surplus was not in conformity with
generally accepted accounting principles. Paragraph 2, Chapter
1, Section A of ARB No. 43 states:
Capital surplus, however created, should not be used to re
lieve the income acccount of the current or future years of
charges which would otherwise fall to be made thereagainst.

Loss on investment in Subsidiary
No provision for loss was made to cover a dissipated invest
ment in a subsidiary, even though the loss was known and dis
closed in a footnote. The Committee considered the assets to be
overstated with regard to the investment in the subsidiary. Gen
erally accepted accounting principles require recognition of any
material impairment of an investment in a subsidiary, unless the
impairment is believed to be temporary. Paragraph 19 of ARB
No. 51 states:
. . . provision should be made for any material impairment of
the investment, such as through losses sustained by the subsidi
aries, unless it is deemed to be temporary.

Contingent Assets
An unqualified opinion was expressed on the financial state
ments of a newly formed corporation in which cash and stock
subscription receivables listed as current assets were only con
tingent assets pending satisfaction of highly significant legal
conditions in relation to the registration of the capital stock. Until
such conditions were satisfied, the corporation had no legal right
to the cash or to collect the stock subscription receivables. The
15

Committee considered that the inclusion of these items as assets
in the financial statements was inappropriate in the circumstances.
Capitalization of Organizational Expenses
The capitalization as “Organizational Expenses” of costs that
occurred after three years of corporate existence was considered
by the Committee to be not in conformity with generally accept
ed accounting principles.

16

CHAPTER 3

The Second Standard
of Reporting
The second standard of reporting reads:
The report shall state whether such principles have been con
sistently observed in the current period in relation to the pre
ceding period.

Chapter 8, Statement on Auditing Procedure (SAP) No. 33,
discusses in detail the consistency standard as it affects com
parability of financial statements.
The Committee directs the attention of all independent audi
tors to the requirement that reference to consistency ordinarily
should be made in all reports unless they fall within the specific
exclusions contained in paragraphs 31 through 34 of Chapter 8,
SAP No. 33.
Departures from this standard included many instances in
which reference to consistency was omitted, and others in which
an unqualified expression on consistency was improperly given.
The following items relate generally to cases of the latter type.
Disclosures of Pooling of Interests
The effect on income resulting from pooling a company may
not be material in itself, but other factors, such as the number
17

of shares issued for the pooled company, could materially affect
net income expressed in per share figures. In one case, a signifi
cant percentage of the outstanding shares of one company were
issued to acquire another, but the independent auditors consid
ered the percentage of net income contributed by the pooled
company to be relatively minor in amount and accordingly did
not qualify their opinion on consistency even though the prior
year comparative income statements did not include the operat
ing results of the pooled company.2
Paragraph 12, ARB No. 48, discusses the requirements for dis
closure when a pooling of interests has taken place:
When a combination is considered to be a pooling of inter
ests, statements of operations issued by the continuing business
for the period in which the combination occurs should ordinarily
include the combined results of operations of the constituent
interests for the part of the period preceding the date on which
the combination was effected; if combined statements are not
furnished, statements for the constituent corporations prior to
the date of the combination should be furnished separately or
in appropriate groups. Results of operations of the several con
stituents during periods prior to that in which the combination
was effected, when presented for comparative purposes, may be
stated on a combined basis, or shown separately where, under
the circumstances of the case, that presentation is more useful
and informative. Disclosure that a business combination has
been, or in the case of a proposed combination will be, treated
as a pooling of interests should be made and any combined
statements clearly described as such.

The method to be utilized in computing earnings per share is
outlined in paragraph 12, ARB No. 49, as follows:3
2 See the November 1966 issue of The Journal of Accountancy for
the Accounting Principles Board’s exposure draft of a proposed omni
bus opinion which deals with the restatement of prior year financial
statements in pooling of interests situations.
8 See footnote 1, page 13.

18

. . . the method used in computing earnings per share for those
years prior to the pooling of interests should be based on the
new capital structure.
Attention is directed to the requirements of paragraph 35,
Chapter 8, SAP No. 33, which relates to consistency as follows:
Comparative financial statements which do not give appropri
ate recognition to the pooling are not presented on a consistent
basis. The inconsistency arises, in this case, not from a change
in the application of an accounting principle in the current year
but from the lack of such application to prior years. Accord
ingly, in order to avoid a misleading inference which might
otherwise arise, the independent auditor should refrain from the
use of the expression “on a basis consistent with that of the pre
ceding year” whenever comparative statements are presented in
which prior years’ operating statements of the constituents have
not been appropriately combined or shown separately. In such
instances he should disclose in his report the lack of consistency
and describe, or refer to a note to the financial statements which
describes: (1) the nature of the pooling and (2) the effect of
the pooling upon results of operations of all prior years pre
sented.

Comparability Affected by Change in
Accounting Principle Employed
A write-up from cost to market value as the basis for carrying
investments in securities was made by an investment company.
The independent auditor did not include a consistency qualifi
cation in his report for the period in which the change took
place, although the change resulted in a material difference be
tween years.
In another case, in which comparative financial statements
were given, stock dividends issued were shown as a charge
against retained earnings at fair market value in the current year
and at stated value (par) in the preceding year. The independent
auditor did not qualify his opinion either as to consistency in
19

the current year or concerning the accounting treatment in the
prior year.
With respect to the above two cases, reference is made to
paragraphs 7 and 8 of Chapter 8 of SAP No. 33 which states:
A characteristic of this type of change is that it involves a
choice by management from among two or more accounting
principles. The reason for the change need not be stated. Ex
amples are a change from the straight-line method to the declin
ing-balance method of depreciation, and a change from the
pay-as-you-go basis to the accrual basis of accounting (whether
or not funded) for an existing pension commitment or plan.
This type of change is intended to be covered by the con
sistency standard and should be recognized in the independent
auditor's opinion.
Change in Rate of Amortization of Intangibles
As the result of a management decision in one company, a
change was made in the rate of amortization of material amounts
of intangible assets. Comparative financial statements for the
current and preceding year were issued and were accompanied
by an unqualified opinion. The Committee concluded that, since
this change did not result from altered conditions, the inde
pendent auditor should have qualified his opinion as to con
sistency and should have disclosed the effect on the financial
statements.
Although the change was not one involving a change in ac
counting principles, it did affect comparability. Reference is
made to Chapter 5 of ARB No. 43 and to paragraph 3, Chapter 8
of SAP No. 33 which states:
The objective of the consistency standard is: (1) to give
assurance that the comparability of financial statements as be
tween periods has not been materially affected by changes in
the accounting principles employed or in the method of their
application; or (2) if comparability has been materially affected
by such changes, to require a statement of the nature of the
changes and their effects on the financial statements.
20

Improper Use of "Consistent Basis"
In several instances audit reports covering the financial state
ments of a single year were reviewed by the Committee in
which the opinions stated ". . in conformity with generally ac
cepted accounting principles, applied on a consistent basis.”
Paragraph 14, Chapter 8 of SAP No. 33 reads, in part:
The consistency standard is aimed at comparability of the
financial statements of the current year with those of the pre
ceding year (whether presented or not) and at comparability
of all financial statements presented in comparative form.
Therefore, when the auditor's opinion covers only the current
year, it should use the phrase “on a basis consistent with that of
the preceding year” so that the period to which the consistency
standard relates is clearly indicated. Then, paragraph 14, Chapter
8 of SAP No. 33 continues as follows:
When the independent auditor's opinion covers the statements
of two or more years, there is generally no need to disclose an
inconsistency with a year prior to the years for which state
ments are being presented. Accordingly, the phrase “on a basis
consistent with that of the preceding year” is ordinarily inappli
cable whenever the opinion covers two or more years. Instead,
language similar to “consistently applied during the period” or
“applied on a consistent basis” should be used.
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CHAPTER 4

The Third Standard
of Reporting
The third standard of reporting reads:
Informative disclosures in the financial statements are to be
regarded as reasonably adequate unless otherwise stated in the
report.
Paragraph 2, Chapter 9 of SAP No. 33 further discusses this
standard as follows:
The fairness of presentation of financial statements, apart from
the relationship to generally accepted accounting principles, is
dependent upon the adequacy of disclosures involving material
matters. These matters relate to the form, arrangement, and
content of the financial statements with their appended notes;
the terminology used; the amount of detail given, the classifica
tion of items in the statements; the bases of amounts set forth,
for example, with respect to such assets as inventories and plants;
liens on assets; dividend arrearages, restrictions on dividends,
contingent liabilities; and the existence of affiliated or control
ling interests and the nature and volume of transactions with
such interests. This enumeration is not intended to be all inclu
sive, but simply indicative of the nature and type of disclosures
necessary to make financial statements sufficiently informative.
The Committee found that inadequate disclosure was frequent
22

among the types of departure from generally accepted reporting
standards.
Immateriality
In some cases the independent auditors, in response to inquiries
regarding their reports, cited immateriality as their reason for
omitting informative disclosure of items, although some of the
items that were relatively immaterial individually were signifi
cant when taken together.
Provisions for Income Taxes
Cases were noted in which net income was reported, but
there either was no provision for income tax or the tax provision
appeared to be significantly out of proportion to the pre-tax
income, and no explanation was contained in the notes. Cor
respondence with the auditor usually developed the information
that the company had an operating loss carryover available. The
Committee took the position that this information should have
been disclosed.
Condensed Statements
Another major problem noted by the Committee concerns
condensed financial statements which were inadequate with re
spect to informative disclosure. Although company management
may desire to present condensed statements, the independent
auditor is not relieved of professional responsibility for adequacy
of disclosure when his name is associated with such statements.
If adequate information is not given for a fair presentation, the
independent auditor either should not permit his name to be
associated with the statements presented or should appropriately
qualify his report.
In one instance, for competitive reasons a client did not wish
to disclose sales and expenses. The financial statements dis
closed only net income before and after a provision for income
taxes. The Committee recommended that the independent audi
23

tor revise the wording in his report to avoid using the term
"results of operations,” and instead to use a phrase such as “net
earnings and changes in retained earnings invested in the business
for the year then ended.”
Omissions of Financial Statements
The independent auditor's report referred to a “Statement of
Surplus” but no such statement was presented and the changes
in surplus were not disclosed by footnotes. Since such information
is ordinarily necessary as part of the presentation of results of
operations and to make the financial statements meaningful, the
report was considered as not meeting the standard of adequate
informative disclosure.
In another case no statement of changes in paid-in surplus
was given, though it was evident that there had been a material
change in the balance of the account in the current year.
Omission of Significant Information
Cases were noted in which significant information was omitted
in circumstances where the Committee believes that such in
formation should have been disclosed. Examples are set forth
in the following four paragraphs.
Significant information in reports to stockholders was improp
erly omitted on the grounds that such information was presented
in proxy statements or in registration statements filed with the
Securities and Exchange Commission and, therefore, was avail
able for inspection.
The bases for the valuation of inventories, for the carrying
values of property, plant and equipment and investments in
securities, were not disclosed. In some instances the market value
of securities was not disclosed.
Long-term liabilities were shown on financial statements with
out disclosing dates and amounts of maturities, interest rates,
collateral, etc.
Notes to the financial statements indicated that all the capital
stock of a subsidiary had been received in exchange for shares of
24

the parent company’s stock valued at a certain amount per share.
However, no information was given regarding the company’s
basis for valuing the capital stock issued.
Presentation of Stockholders' Equity
The equity of common stockholders, shown as a single amount
both in the balance sheet and in the related statement of equity
of common stockholders, should have been segregated into com
mon stock, paid-in surplus, and retained earnings, and the de
tails of the capital stock disclosed. The class or type of stock,
par value or stated value, number of shares authorized, issued,
outstanding, and treasury shares (if any), are normally disclosed
in financial statements.
Restrictive covenants in loan agreements regarding the pay
ment of cash dividends were disclosed but no indication was
given of the dollar amount of retained earnings restricted as to
dividend payments. Such information should be given.
Unconsolidated Subsidiaries
The policy of consolidation of subsidiary companies was not
disclosed in circumstances in which a wholly-owned subsidiary
was excluded. In addition, the requirements of paragraph 19 of
ARB No. 51 for disclosure related to unconsolidated subsidiaries
in consolidated statements were not met.4 This paragraph states:
. . . the consolidated statements should disclose, by footnote or
otherwise, the cost of the investment in the unconsolidated sub
sidiaries, the equity of the consolidated group of companies in
their net assets, the dividends received from them in the current
period, and the equity of the consolidated group in their earn
ings for the period; this information may be given in total or by
individual subsidiaries or groups of subsidiaries.
4 See the November 1966 issue of The Journal of Accountancy for
the Accounting Principles Board’s exposure draft of a proposed omni
bus opinion which deals with paragraph 19 of ARB No. 51.
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CHAPTER 5

The Fourth Standard
of Reporting
The fourth standard of reporting reads:
The report shall either contain an expression of opinion re
garding the financial statements, taken as a whole, or an asser
tion to the effect that an opinion cannot be expressed. When
an over-all opinion cannot be expressed, the reasons therefor
should be stated. In all cases where an auditor's name is asso
ciated with financial statements the report should contain a
clearcut indication of the character of the auditors examination,
if any, and the degree of responsibility he is taking.

Although the Committee on Practice Review does not deal
with cases from the standpoint of violations of rules of profes
sional ethics, Rule 2.03, Code of Professional Ethics, is quoted
here because of its close relation to the fourth standard of re
porting. This rule reads:
A member or associate shall not permit his name to be asso
ciated with statements purporting to show financial position or
results of operations in such a manner as to imply that he is
acting as an independent public accountant unless he shall:
(a) express an unqualified opinion; or
(b) express a qualified opinion; or
(c) express an adverse opinion; or
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(d) disclaim an opinion on the statements taken as a whole
and indicate clearly his reasons therefore; or
(e) when unaudited financial statements are presented on his
stationery without his comments, disclose prominently on
each page of the financial statements that they were not
audited.
In addition, Opinion No. 8 of the Committee on Professional
Ethics states that the independent auditor should refuse to per
mit his name to be associated with financial statements that are
false or misleading as a whole or in any significant respect.
The following sections discuss some of the basic areas of de
parture from the fourth standard of reporting that came to the
attention of the Committee.
Departure from Short-Form Report Wording
The Committee directs the attention of all independent audi
tors to the fact that whenever there are significant departures
from the recommended wording of the standard short-form re
port, the independent auditor assumes the burden for both
justifying such departures, and explaining the meaning of the
revised expressions contained in his report. The standard wording
set forth in the short-form report is fully supported in profes
sional literature relating to the generally accepted auditing
standards and in the Statements on Auditing Procedure. Con
sistent use of the standard short-form report wording helps to
avoid misleading inferences by readers.
It was noted that some independent auditors have referred to
examination of “the books and records” rather than to examina
tion of the financial statements. Although it may be contended
that reference to “books and records” is broader in scope than
the standard scope paragraph wording, the Committee is of the
opinion that the reference should be to examination of the state
ments themselves, since the opinion relates to the statements
and not to the books and records. It is a natural presumption that
to examine the financial statements it is necessary to examine the
27

books and supporting records. It is also noted here that, even
though the financial statements may have been drafted by the
auditor, they are the representation of management; the function
of the independent auditor is to examine and express an opinion
on such statements.
Another problem of report wording was noted in a number of
cases reviewed in which the term "recorded” was used in reports
on accrual-basis financial statements. In attempting to limit re
sponsibility, independent auditors had utilized the concept that
only the “recorded” transactions were examined. This left some
doubt concerning the scope of examination and, therefore, was
not considered proper reporting. Independent auditors should
recognize that professional responsibility requires the examina
tion of all aspects of financial reporting and evidential matter.
Items not “recorded” may be of more importance to a fair presen
tation than those recorded.
When the accounts are kept, and the statements presented,
on a cash basis, the term “recorded” may be used in referring to
“cash receipts and disbursements” in special circumstances. The
booklet Special Reports, “Application of Statement on Auditing
Procedure No. 28,” issued in 1960 by the AICPA, provides some
examples of the recommended usage of the term with respect to
cash-basis statements.
In the usual commercial enterprise, however, there appears to
be no justification for using the term “recorded” in this manner.
Notes to Financial Statements
Notes to financial statements are the representation of the
company and are not the place for the independent auditor to
indicate the scope of his examination or to comment on the
financial statements. If the notes do not deal fairly with the mat
ters under consideration, the independent auditor should urge
the company to make appropriate changes in the notes, but if
the changes are not made, he should disclose the essential infor
mation in his report. Such disclosure does not remedy the inade
quacy of the financial statements, and in this circumstance the
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Independent auditor should appropriately qualify his opinion.
Paragraph 41, Chapter 10, SAP No. 33, states:
Information essential for a fair presentation should be set
forth in the financial statements (which include the related
notes). When such information is set forth elsewhere in a report
to shareholders, or in a prospectus, proxy statement, or other
similar report, it should be referred to in the financial state
ments. When the client declines to disclose data considered
essential to a fair presentation or to incorporate it by reference
in the notes, the independent auditor should provide the neces
sary supplemental information in his report, usually in a middle
paragraph, and appropriately qualify his opinion.
Unaudited Financial Statements
Unaudited financial statements presented on the stationery of
independent auditors should disclose conspicuously on each page
that they are unaudited and preferably should also include a
disclaimer of opinion. When accompanied by comments of the
auditor, a disclaimer must be issued by the independent auditor
and each page marked unaudited. See paragraphs 17 and 18,
Chapter 10 of SAP No. 33.
Unauthorized Association of Auditor's Name
In some cases, company reports included financial statements
and the name of the independent auditor who examined the
statements but did not include the auditor's opinion. In other
cases, the company reports included the auditor's opinion but did
not include all of the information presented in the financial state
ments or related footnotes as to which the opinion was rendered.
These company reports were usually issued without the knowl
edge or consent of the auditor.
The Practice Review Committee strongly recommends that
the independent auditor inform his clients of the necessity of in
cluding his entire opinion with any published statements when
reference is made to the auditor; in addition, the Committee rec
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ommends that all such published statements be reviewed by the
independent auditor before their release. In the cases noted, the
independent auditors informed the Committee that the company
readily agreed to clear its future releases before issuance.
Preparation of Financial Statements
One independent auditor stated in his report:
We have examined the books and records of the (company
name) as of (date), and have prepared the attached Balance
Sheet and related statement of Revenue and Expenses for the
year then ended . . . .

The Committee commented that regardless of whether the
auditor had actually prepared the statements, they remained the
representations of management, and that the function of the in
dependent auditor with respect to such statements is to examine
them and express an opinion on them. The fact that the inde
pendent auditor prepared the statements does not require a
change in the wording of the short-form report.
Degree of Responsibility of Auditor
An annual report stated that the company's independent audi
tor reported that on the basis of a “review” at year end, in
their opinion, the financial statements were prepared in con
formity with generally accepted accounting principles on a
consistent basis. The independent auditor had previously made
an examination at an interim date. The Committee is of the
opinion that an examination of the financial statements is re
quired before an independent auditor can express an opinion
that the financial statements have been prepared in conformity
with generally accepted accounting principles. Reference should
be made to the preceding discussion under the heading “De
partures from Short-Form Report Wording.” It was considered
by the Committee that the report for the year did not contain
a clear-cut indication of the character of the auditor's examina
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tion and the degree of responsibility he was taking. In addition,
the Committee does not believe it proper on the basis of a
“Review Without Audit” for an auditor to state that financial
statements have been prepared in conformity with generally ac
cepted accounting principles applied on a consistent basis.
In another case an auditor issued a long-form report listing
six different financial statements in the scope paragraph. How
ever, in the opinion paragraph the auditor referred to only three
of the financial statements. The six statements were published
as exhibits in an annual report. The auditors opinion paragraph
read as follows:
In our opinion, the accompanying Balance Sheet and related
Statements of Income and Capital present fairly the position of
the (name of client) at (date) and the results of its operations
for the year then ended, in conformity . . . subject to the fore
going comments.

The “foregoing comments” to which the auditor referred were
many paragraphs describing the scope and details of the audit
that had been conducted. When questioned, the auditor replied
that he did not intend this final phrase in the opinion paragraph
to be a qualification of his opinion.
The Committee noted that the auditor also intended all six
statements listed in the scope paragraph to be covered by his
opinion and concluded that the opinion paragraph should have
specifically referred to all six financial statements.
Long-form reports are discussed in Chapter 12, SAP No. 33.
Paragraph 2 states:
The requirement of the fourth reporting standard that" . . . the
report should contain a clear-cut indication of the character of
the auditors examination, if any, and the degree of responsi
bility he is taking” is applicable to both short-form and longform reports. The language of the short-form report is generally
used in long-form reports. Accordingly, because the usual shortform report covers only the basic financial statements the audi
tor should clearly establish his position regarding the other data
in the long-form report.
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In a few instances, the language used by the independent
auditor to qualify his opinion did not clearly indicate the nature
of the qualification or its effect on the financial statements.
Paragraphs 9 to 11 of Chapter 10 of SAP No. 33 contain a dis
cussion regarding the use of qualified opinions. The words "ex
cept” or “exception” are recommended generally. If the outcome
of a matter is uncertain, the phrase “subject to” may be appro
priate unless the effect of the uncertainty may be so material as
to call for a disclaimer of opinion. Phrases such as “with the
foregoing explanation” are generally not clear or forceful enough
for a qualification and should not be used to qualify an opinion.
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CHAPTER 6

The General and
Field Work Standards
Because of the limited sources of information available to the
Committee as described in Chapter 1, departures from the gen
eral and field work standards noted by the Committee were rela
tively few and were observed primarily from correspondence
with the reporting auditors as well as from review of specific
audit reports.
Most departures from general standards related to the standard
of due professional care. It was evident in a number of instances
that the reports had been issued without adequate review and
proofreading and that due care had not been taken to prevent
misspellings, errors in amounts, wrong classifications, etc.
Competent Evidential Matter
The cases pertaining to departure from standards of field work
all related to the third standard, which states:
Sufficient competent evidential matter is to be obtained
through inspection, observation, inquiries and confirmations to
afford a reasonable basis for an opinion regarding the financial
statements under examination.

It was clear from inspection of case material that the reporting
auditors had omitted some of the auditing procedures necessary
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to obtain sufficient competent evidential matter. The departures
related mostly to the omission of the observation of the taking
of physical inventories and the confirmation of receivables.
The Committee directs attention of all independent auditors
to the facts (1) that generally accepted auditing procedures re
quire that in all cases in which receivables or inventories are
material factors, the omission of confirmation of the receivables
and observation of physical counts of inventories with respect to
the latest balance sheet should be disclosed, and (2) that if
an unqualified opinion is expressed, the independent auditor
should state that he has satisfied himself by means of other
procedures. Paragraph 27, Chapter 10, SAP No. 33, is as follows:
Circumstances may at times make it impracticable or impos
sible for the independent auditor to follow certain customary
auditing procedures. When this occurs, the independent auditor
may be able to satisfy himself by the application of other audit
ing procedures. If he is able to do so there is, in effect, no limi
tation on the scope of the examination and reference to alterna
tive procedures is not required, except in those cases where
confirmation of receivables or observation of the taking of
inventories has been omitted with respect to the latest balance
sheet. In these two cases the independent auditor should refer
in the scope paragraph to the omission of customary procedures
even when he is able to satisfy himself by the application of
other auditing procedures. (Emphasis added.)

Paragraph 17, Chapter 6, SAP No. 33, states:
In the rare situation in which these procedures [observation
of inventory-taking and confirmation of receivables] are practi
cable and reasonable and are not used, and other procedures
can be and are employed, the independent auditor must bear in
mind that he has the burden of justifying the opinion expressed.

In one case, donated stock in subsidiary companies was carried
at book values of the subsidiaries and the independent auditor
had not obtained sufficient competent evidential matter to sup34

port such a carrying value. So far as could be determined, the
financial statements of the subsidiaries were not examined by
the reporting auditor, nor were they examined by another inde
pendent auditor. Because of the materiality of the carrying value
of the donated stock in relation to the overall financial position,
the Committee stated that in its opinion the independent auditor
should have expressed an adverse opinion, since the fair market
value of the stock of the subsidiaries at the time of donation
would have been the appropriate basis for recording the donated
securities.
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CHAPTER 7

Summary and Conclusion
This bulletin discusses cases reviewed by the Committee on
Practice Review during its first three years of operation. An
attempt has been made to select those cases and apparent prob
lem areas that would be of general interest to the membership
of the Institute, and to indicate the basis for the Committees
conclusion that the reports do not meet generally accepted re
porting standards.
The Committee on Practice Review, basing its conclusion on
the experience gained in its few years of existence, is convinced
of the important educational value of its program. It is gratified
that, almost without exception, it has received the willing co
operation of those members whose reports it has reviewed. The
Committee also has been pleased in many cases to receive an
expression of appreciation for its comments.
The Committee on Practice Review urges members of the
Institute and other interested parties to support its work by
submitting reports appearing to deviate from accepted reporting
standards. The Committee intends to continue to focus its atten
tion principally on reports that are a matter of public record.
These include not only the published reports of listed corpora
tions but also reports to stockholders of unlisted companies,
published reports of nonprofit organizations, reports filed with
state securities commissions, and, in many states, reports of
governmental units and government supported institutions. How36

ever, this proposal does not preclude Committee review of re
ports that are not of public record.
For the benefit of those who may believe that independent
auditors are frequently involved in departures from generally
accepted accounting principles and the auditing standards, it
should be stated that the number of reports in which the
standards are carefully observed is countless, and that the sample
selected here includes only the relatively small number of cases
submitted to the Committee by those who realize the importance
of maintaining and strengthening the standards set by the pro
fession.
The progress achieved by the accounting profession from the
beginning of its history was made possible, in large part, by the
independent auditors who respected their professional responsi
bilities with regard to the accounting, auditing, and reporting
standards. This progress can continue with the full-fledged sup
port by the profession of the practice review program.
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APPENDIX A

Frequently Used Guidelines
Certain AICPA publications are utilized frequently by mem
bers of the Committee for the purpose of reviewing cases coming
to their attention. Independent auditors are urged to refer to
these publications periodically to maintain their high standards
of auditing and reporting proficiency.
Auditing Standards and Procedures, Statements on Auditing
Procedure No. 33, issued by the Committee on Auditing Pro
cedure, 1963, and all subsequent statements.
Accounting Research and Terminology Bulletins, Final Edi
tion, issued by the Committees on Accounting Procedure and
Accounting Terminology, 1961.
Opinions of the Accounting Principles Board, issued by the
Accounting Principles Board, 1962 to the present.
Accounting Research Study No. 7, Inventory o f Generally
Accepted Accounting Principles for Business Enterprises,
Staff Publication, 1965.
Special Reports, “Application of Statement on Auditing Pro
cedure No. 28,” Staff Publication, 1960.
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Audits of Brokers or Dealers in Securities, issued by the
Committee on Auditing Procedure, 1956.
Audits of Savings and Loan Associations, prepared by the
Committee on Savings and Loan Auditing, 1962.
Audits of Construction Contractors, prepared by the Com
mittee on Contractor Accounting and Auditing and the
Committee on Co-operation with Surety Companies, 1965.
Audits of Fire and Casualty Insurance Companies, issued by
the Committee on Insurance Accounting and Auditing, 1966.
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